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Internal Accounting Control — Current Developments and 
Implications of the Foreign Corrupt Practices Act 
Introduction 
The purpose of this booklet is to explain to management, audit committees, and 
boards of directors how we can assist them best in their respective roles in 
meeting the internal accounting control requirements of the Foreign Corrupt 
Practices Act (the Act) and the proposed reporting requirements of the SEC. 
The Act has been a serious concern to directors and management since it was 
passed in December 1977. In 1978 we expressed our general views on this 
subject in a booklet entitled Internal Accounting Control — Current Developments 
and Implications of the Foreign Corrupt Practices Act. As background for the 
present booklet, our 1978 booklet is included as an addendum. Highlights from it 
and an update on current developments are presented below. 
In our 1978 booklet we: 
• Discussed the Act, important aspects of its legislative history, and public 
indications that the SEC was likely to require management to report on its 
system of internal accounting control. 
• Expressed our view that these developments are matters for responsible 
management concern, but not undue alarm, and indicated the reasons for our 
moderate perspective. 
• Suggested that management should make a study and evaluation of its system in 
relation to the Act, and that audit committees and boards of directors should 
consider this matter in their oversight role. 
• Outlined generally the matters to be considered, the approach to be taken, and 
how we could assist management with the suggested study and evaluation. 
A current update on the principal developments that were expected at the time 
we issued our 1978 booklet follows: 
• On April 30, 1979 the SEC issued its Release No. 34-15772 in which it proposed 
rules to require each company that files annual reports with the SEC on Form 
10-K to include in that form and in its annual report to security holders a 
statement by management about the company's system of internal accounting 
control. The first of the proposed statements would be for the first year ending 
after December 15, 1979, and it would apply to the system at the end of that year. 
For each of the following years, the statement would apply to the system 
throughout the year. For the first year, a report by the independent auditors would 
not be required unless they disagreed with management's statement; thereafter, 
a separate report by the auditors would be required under the proposed rules. 
• The AICPA Special Advisory Committee on Internal Accounting Control issued a 
tentative report and solicited comments from management, auditors and others 
in September 1978, and. issued its final report in April 1979. Generally, this report 
discusses and illustrates in more detail the objectives and basic concepts of 
internal accounting control that were originally set forth in Statement on Auditing 
Standards No. 1 (SAS No. 1) and later adopted in the Act. It also gives special 
emphasis to the control environment, the authorization function, and external 
financial reporting. 
In addition to the specific developments mentioned above, we think there has 
been a trend toward a more moderate view of the Act as suggested in our earlier 
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booklet. As a result, we think that the management and directors of most 
companies are more concerned now with the means for determining and 
documenting the adequacy of their system of internal accounting control. The 
ways in which we can assist them in doing this are discussed in the remainder of 
this booklet. 
Our Suggested Approach 
We think the most effective and efficient way we can assist in the study and 
evaluation of a company's controls is through the joint use of the approach we 
developed and use in our audit practice. We can, however, assist in any other 
approach chosen by management. In either case, our services could include 
consultation, training, or further participation — whatever management thinks 
would be most helpful in forming its own conclusions. 
We refer to our approach as the DH&S Study and Evaluation Techniques (SET) for 
internal accounting control — or more briefly as our "Control SET" or the "SET." 
We see two distinct advantages to management from using our Control SET. 
First, it gives management the benefit of the extensive analysis and effort we 
have devoted to developing our techniques and our years of experience in 
applying them. Second, it offers the efficiency and economy of a common 
understanding and documentation of the system as the basis for the reports the 
SEC proposes to require from management and from auditors. 
The results flowing from these advantages would differ among companies, 
depending on the adequacy and documentation of their system of internal 
accounting control. For most companies, we think the principal result of using the 
Control SET would be reassurance about their system. For others, there could 
be a more important result: identifying any weaknesses in their system and 
determining effective and efficient means for corrective action. If any necessary 
corrective action is taken before the end of the first year for which a report will be 
required under the SEC proposal, the corrected weakness would not have to be 
mentioned by management in their report. 
General Features of the DH&S Control SET 
The Control SET is an integral part of "AuditSCOPE" — the System of 
Coordinated Objectives, Procedures, and Evaluations that forms our basic audit 
approach. The rationale underlying the SET was developed and introduced into 
our audit practice in the mid-1960s. This rationale was and continues to be 
compatible with the definitions, objectives, and concepts that subsequently were 
adopted in SAS No. 1 and in the Act and were discussed further in the recent 
Report of the Special Advisory Committee on Internal Accounting Control. 
However, the forms in the SET have been revised and expanded recently to 
make them more suitable for use by management in making its own study and 
evaluation of the company's system of internal accounting control. 
The Control SET includes the following forms: 
• Internal Accounting Control Questionnaire (the Questionnaire) 
• Summary of Evaluation of Internal Accounting Control (the Evaluation Summary) 
• Tables of Basic Possibilities for Errors and Irregularities Indicated by Critical 
Combinations of Conditions (the Decision Tables) 
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The Questionnaire is for use in studying and documenting the design of the 
system; the Evaluation Summary and, if necessary, the Decision Tables are for 
use in evaluating the system based on the answers to the Questionnaire. 
The Control SET combines two essential characteristics: flexibility and structure. 
Flexibility is needed because of the diversity in operations, organization and 
procedures of different companies; and because of variations in the risks and 
cost-benefit considerations relating to different situations that require attention. 
Our forms provide the flexibility needed to adapt them to different companies, 
and to apply sound business judgment in different control situations. 
On the other hand, structure is needed because there are so many possibilities 
for errors and irregularities, and for related control procedures and techniques, 
that should be considered. The resulting complexity makes systematic analysis 
essential for effective evaluation — to determine that all bases are covered, 
adequately but not excessively. Our forms are structured for making this kind of 
analysis, and the resulting focus on evaluation is the most distinctive feature of 
our Control SET. 
Our Evaluation Summary brings the multiple possibilities together in a one-page 
matrix that shows the types of potential errors and irregularities and the classes 
of transactions that could be affected. Another important feature of this summary 
is that it clearly separates: 
• Conditions that are indicative of a weakness based on relatively definitive criteria, 
from 
• Other considerations that require the highest level of judgment in making final 
determinations — such as the control environment, other mitigating or adverse 
factors, levels of risk of errors and irregularities and their consequences, and the 
costs of alternative control procedures. 
The evaluation of an internal accounting control system should, of course, be 
made in relation to the objectives of accounting control. These objectives are 
expressed in the definition in Section 320.28 of SAS No. 1 as follows: 
Accounting control c o m p r i s e s the plan of organizat ion and the p rocedures and records that are 
conce rned w i th the safeguard ing of asse ts and the reliability of f inancial records and consequen t l y 
are des igned to prov ide reasonable assu rance that: 
a. Transact ions are execu ted in acco rdance w i th managemen t ' s genera l or spec i f ic author izat ion. 
b. Transact ions are recorded as necessa ry (1) to permi t preparat ion of f inancial s ta temen ts in 
conformi ty w i th general ly accep ted account ing pr inciples or any other criteria appl icable to s u c h 
s ta temen ts and (2) to maintain accountabi l i ty for asse ts . 
c. A c c e s s to asse ts is permi t ted only in accordance w i th managemen t ' s authorizat ion. 
d . The recorded accountabi l i ty for asse ts is compa red w i th the exist ing asse ts at reasonable 
intervals and appropr iate act ion is taken w i th respect to any d i f ferences. 
Two levels of objectives are implicit in this definition. The ultimate objectives are 
the safeguarding of assets and the reliability of financial records as stated in the 
introductory language. The operative objectives are the four enumerated in the 
remainder of the definition, and these are also included in the definition in the 
Act. At both of these levels, the objectives are expressed in abstract or general 
terms. Consequently, these objectives must be made more specific in order to 
evaluate controls in particular circumstances. 
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We accomplish this purpose in our Control SET by identifying specific possibilities 
for errors and irregularities that would affect the safeguarding of assets and the 
reliability of financial records. These specific possibilities may be regarded as the 
mirror image of specific objectives or, more properly we think, as their logical 
antecedent; without the possibilities, there would be no need for the objectives. 
Just as health care should focus on diseases, and safety programs on accidents 
— accounting control should focus on possibilities for errors and irregularities. 
The focus on specific possibilities in our Control SET — in contrast to more 
abstract objectives — makes it easier for management to recognize and maintain 
the controls that are needed, and to avoid those that are not. 
The forms in our Control SET are discussed and illustrated in the sections 
that follow. The purpose of those sections is to show more specifically the 
comprehensive coverage of these forms and their flexibility, structure, and focus 
on evaluation — not to give operational instructions for use of the forms by 
management personnel. The latter purpose would be accomplished through the 
general instructions to each form and through consultation and training that we 
would provide. 
The Questionnaire 
The Questionnaire is designed to obtain the information that is necessary to 
make the kind of evaluation indicated above. The Questionnaire was prepared 
by first developing a comprehensive classification of the types of errors and 
irregularities that could occur, and then determining what information is needed 
to indicate whether procedures have been established to prevent or detect such 
occurrences. The Questionnaire consists of 44 double-width pages, which 
include general instructions and 13 sections for the major classes of transactions 
and functions found in typical businesses. 
The general instructions discuss the nature and definition of internal accounting 
control, applicability of the form, definitions of terms used in it, functions 
performed by EDP, control procedures performed on a test basis, and other 
control considerations. The definitions used in this form are expressed in generic 
terms to make it easier to adapt them to different businesses, and to functions 
performed either manually or by EDP equipment. The instructions concerning the 
latter cover the treatment of EDP functions in completing this form and refer to a 
separate DH&S questionnaire that may be needed in specified circumstances. 
The Questionnaire includes sections for specific classes of transactions and 
accounts, and for certain general sections as follows: 
• Cash Receipts 
• Cash Disbursements 
• Cash Balances 
• Sales and Trade Receivables 
• Purchases and Trade Payables 
• Payrolls 
• Inventories 
• Property 
• Other Assets and Liabilities 
• Journal Entries and General Ledger 
• Other Control Considerations 
• External Financial Reporting 
• Securities 
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We structured the Questionnaire as described above because this approach 
follows more closely the lines of responsibilities in most companies, and 
therefore is more efficient and possibly more effective, than a broader "cycle 
approach" that may obscure those lines. For example, we think it is preferable 
to consider cash receipts as a single class of transactions (with the necessary 
distinctions as to sources) rather than as a separate part of a revenue cycle, a 
financing cycle, and a production cycle (sales of scrap, obsolete inventory, 
property, etc.). 
The sections for classes of transactions and accounts are further subdivided by 
functions that follow the general flow of transactions: authorization, approval, 
execution, recording, custody of assets, and reconciliation of the recorded 
accountability for assets with the existing assets. The right half of each 
page provides space for documenting the flow of transactions by narrative 
descriptions, flow charts, or references to other sources of information. The 
left half of each page provides space for inserting the names of persons or 
organizational groups that perform critical functions, and includes a series of 
questions to be answered from the information obtained about the flow of 
transactions and the critical functions. 
The questions are expressed so that a negative answer identifies a condition 
that may — but does not necessarily — indicate a weakness. Although these 
questions are stated in relatively definitive terms, judgment is required in 
answering them in the context of the facts in each situation. The questions are 
designed to obtain information at two levels. The first relates to specific functions 
in the processing of a particular class of transactions, and the second to other 
procedures or considerations that are likely to apply to more than one of the 
specific functions. 
The questions about specific functions recognize the distinction between 
processing procedures and control procedures; they also recognize that the latter 
may require additional procedures, segregation of duties, or both. Where both 
elements are pertinent for an evaluation of control procedures, the questions are 
expressed in a compound form so that the absence of either should result in 
negative answers. Determining whether segregation of duties, separately or in 
combination with other control procedures, is required to preclude incompatible 
functions is a complex problem. This problem cannot be resolved satisfactorily 
by the answer to any single question or by the broad generalizations that are 
expressed frequently on this subject. These simplistic approaches may result 
either in overlooking possibilities for errors and irregularities, or in being 
unnecessarily restrictive in the assignment of duties. The complexity of this 
problem is amply demonstrated by the number of critical combinations of 
conditions shown in the Decision Tables discussed later. 
To illustrate the nature and format of the Questionnaire, a reduced copy of the 
left half of the pages constituting the Purchases and Trade Payables section is 
presented on the pages that follow. 
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Control SET lllustration —the Questionnaire 
Check ( ) Which 
PURCHASES AND TRADE PAYABLES Yes No 
PURCHASING AND RECEIVING 
P U R C H A S E S A U T H O R I Z E D B Y (Describe the source and scope of authority, and the documentation 
or other means of indicating general and specific authorizations) 
P U R C H A S E O R D E R S P R E P A R E D B Y (Indicate any persons who check or test this operation) 
P U R C H A S E O R D E R S A P P R O V E D B Y 
R E C E I V I N G R E C O R D S P R E P A R E D B Y (Describe records briefly. Indicate any persons who check, 
test, or otherwise approve this operation) 
V E N D O R INVOICES C H E C K E D B Y 
B L A N K P U R C H A S E - O R D E R F O R M S IN C U S T O D Y OF (Indicate applicable controls) 
1. Are purchases of goods and services so authorized that persons who approve and execute transactions 
can determine whether: 
a. The authorization was issued by persons acting within the scope of their authority? 
b. The conditions specified or implied in the authorization have been satisfied? . 
2. Are purchase orders (or equivalent documents such as contracts or bids) approved for conformity 
with general or specific authorization as to vendor, goods or services ordered, prices, and other 
terms and specifications for all significant purchases of: 
a. Goods? 
b. Services (excluding utilities and similar routine services)? 
3. Are receiving records prepared (or equivalent documents such as invoices, packing slips, bills of 
lading, or freight bills checked or adequately tested) for all significant receipts of: 
a. Goods? 
b. Services? 
4. Are vendor invoices checked or adequately tested and approved as to: 
a. Conformity with authorized prices, terms, and specifications? ... 
b. Receipt and acceptance of goods or services? 
c. Extensions and footings of individual items and related recapitulations? 
d. Coding of account distribution? 
5. Are there procedures to monitor and control (by deduction from vouchers or otherwise) returned 
purchases, claims for adjustment, returnable containers, and other items chargeable to vendors 
(describe briefly)? 
6. Is the supply of blank purchase-order forms accessible only to the custodian and to those who pre-
pare purchase orders? 
RECORDING PURCHASES 
IN IT IAL P U R C H A S E S R E C O R D S P R E P A R E D B Y (Include persons who —in circumstances permitting 
alteration, insertion or suppression—prepare or handle media f rom which records are prepared. If copies 
of vouchers are not used for this purpose, describe records briefly. Indicate any persons who check, 
test, or otherwise approve this operation. Describe supporting documents that are required for payment) 
O T H E R P U R C H A S E S R E C O R D S P R E P A R E D B Y (Describe each record briefly. Indicate any persons 
who check or test this operation): 
Intermediate Records 
Final Records 
P U R C H A S E S R E C O R D S F O O T E D B Y (Indicate any persons who check or test this operation): 
Initial Records 
Intermediate Records 
Final Records 
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Control SET Illustration—the Questionnaire 
Check ( ) Which 
PURCHASES AND TRADE PAYABLES (Continued) YES NO 
RECORDING PURCHASES (Concluded) 
7. Is the preparation of initial purchases records performed by, or adequately tested by, persons who 
do not also: 
a. Prepare all supporting documents required for payment? 
b. Sign checks (whether single or dual signatures are required)? 
c. Handle signed checks? 
d. Handle cash receipts after initial recording? 
e. Have sole custody of other tangible assets? 
8. Is the preparation of intermediate and final purchases records performed by, or adequately tested 
by, persons who do not also: 
a. Prepare all supporting documents required for payment of vouchers? 
b. Issue checks singly? 
c. Handle signed checks? 
d. Handle cash receipts after initial recording? 
e. Have sole custody of other tangible assets and maintain related subsidiary records or prepare 
the reconciliation to the general ledger? 
9. Are the footings of initial, intermediate, and final purchases records performed by, or adequately 
tested by, persons who do not also: 
a. Prepare all supporting documents required for payment of vouchers? 
b. Issue checks singly? 
c. Handle signed checks? 
d. Handle cash receipts after initial recording? 
e. Have sole custody of other tangible assets and maintain related subsidiary records or prepare 
the reconciliation to the general ledger? 
10. Are there procedures for determining that purchases and returned purchases and other items 
chargeable to vendors are recorded at the amounts and in the accounting periods in which trans-
actions are executed (describe brief ly): 
a. A t year end? 
b. A t interim dates? 
MAINTAINING TRADE-PAYABLES RECORDS 
S U B S I D I A R Y R E C O R D S O F T R A D E P A Y A B L E S M A I N T A I N E D B Y (Include persons who —in cir-
cumstances permitting alteration, insertion or suppression—prepare or handle posting media or any 
preceding records. Describe such subsidiary records and related posting media briefly) 
S U B S I D I A R Y R E C O R D S O F T R A D E P A Y A B L E S R E C O N C I L E D WITH G E N E R A L - L E D G E R 
A C C O U N T S B Y : 
Trial Balance Prepared By 
Reconcil iation Prepared By (Include persons who foot the trial balances used in the reconcil iation, 
and indicate frequency of reconcil iation. Indicate any persons who check or test this operation) 
V E N D O R S T A T E M E N T S , P A Y M E N T R E Q U E S T S A N D INQUIRIES A S T O V E N D O R B A L A N C E S 
C H E C K E D OR H A N D L E D B Y (Indicate reasons for any such handling) 
11. Are the subsidiary records of trade payables maintained by persons who do not also: 
a. Prepare all supporting documents required for payment of vouchers? 
b. Issue checks singly? 
c. Handle signed checks? 
d. Handle cash receipts after initial recording? 
e. Have sole custody of other tangible assets? 
12. Are recorded disbursements matched individually or adequately tested with initial credits in the 
subsidiary records, and the balances of individual vendor accounts computed or adequately tested, 
by persons who do not also: 
a. Prepare all supporting documents required for payment of vouchers? 
b. Issue checks singly? 
c. Handle signed checks? 
d. Handle cash receipts after initial recording? 
e. Have sole custody of other tangible assets? 
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Control SET Illustration—the Questionnaire 
Check ( ) Which 
PURCHASES AND TRADE PAYABLES (Concluded) Yes No 
MAINTAINING TRADE-PAYABLES RECORDS (Concluded) 
13. Is the trial balance of the subsidiary records of trade payables prepared by persons who do not also: 
a. Prepare all supporting documents required for payment of vouchers? 
b. Issue checks singly? 
c. Handle signed checks? 
d. Handle cash receipts after initial recording? 
e. Have sole custody of other tangible assets? 
14. Are subsidiary records of trade payables reconciled wi th general-ledger accounts (including ade-
quate investigation of reconciling items) promptly at least once a month and is the reconcil iation 
performed by, or adequately tested by, persons who do not also: 
a. Prepare all supporting documents required for payment of vouchers? 
b. Issue checks singly? 
c. Handle signed checks? 
d . Handle cash receipts after initial recording? 
e. Have sole custody of other tangible assets? 
15. Are vendor statements, payment requests, and inquiries as to vendor balances checked to the trial 
balances used in reconcil ing subsidiary records of trade payables with general-ledger accounts and 
any differences investigated by, and such statements, requests and inquiries handled only by, per-
sons who do not also: 
a. Prepare all supporting documents required for payment of vouchers? 
b. Issue checks singly? 
c. Handle signed checks? 
d. Handle cash receipts after initial recording? 
e. Have sole custody of other tangible assets? 
OTHER PROCEDURES 
16. A re required documents supporting paid initial purchases selected f rom initial cash-disbursements 
records and checked or adequately tested subsequently by internal auditors or other persons who 
do not also (if so, explain brief ly): 
a. Prepare all supporting documents required for payment of vouchers? 
b. Issue checks singly? 
c. Handle signed checks? 
d . Have sole custody of other tangible assets? 
17. Are unfil led purchase orders, purchase contracts, and other purchase commitments reviewed for 
possible losses and are appropriate provisions recorded as necessary (describe brief ly): 
a. A t year end? 
b. A t interim dates? 
18. Is the foregoing information considered adequate as the basis for an evaluation of internal account-
ing control—in that there are (explain negative answers briefly, and indicate conclusions as to 
their effect): 
a. No significant additional control procedures that mitigate any weaknesses indicated above? 
b. No adverse factors that impair any controls indicated above? 
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An omnibus question identical to No. 18 in the foregoing illustration is included as 
the last question in each section of the Questionnaire that precedes the section 
for Other Control Considerations. This question refers to additional control 
procedures that might mitigate weaknesses or adverse factors that might impair 
controls that are indicated by responses to the other questions. The section for 
Other Control Considerations is included to provide information for use in 
answering the omnibus question in each of the other sections. This section 
includes the factors that are referred to sometimes as the "control environment," 
or as "administrative controls" that also serve an accounting control function. 
The integration of the separate section with the omnibus questions provides a 
practicable and effective structure for attention to the other control considerations 
as they affect each class of transactions. This structure also provides the flexibility 
necessary for applying sound business judgment in a variety of circumstances. 
The Other Control Considerations section of the Questionnaire is reproduced 
below and on the following page. The structure and flexibility for dealing with the 
important considerations covered in that section is another outstanding feature of 
our Control SET. 
Control SET lllustration —the Questionnaire 
Check ( ) Which 
OTHER CONTROL CONSIDERATIONS Yes No 
C O N T R O L F U N C T I O N S P E R F O R M E D B Y (Include directors, officers, and department heads concerned 
with internal audit, budget, and accounting matters and not named elsewhere in this questionnaire. 
List name, tit le, and a brief description of the control functions performed by each person) 
1. Does the company have an internal audit funct ion and is the function so structured organization-
ally that it can act and report independently of the activities being audited? 
2. If the answer to Question 1 is affirmative, does the internal audit function provide for: 
a. Study and evaluation of accounting controls (including tests of compliance with authorized 
policies and procedures)? 
b. Substantive tests of details of transactions and balances? 
c. Review of information produced by the accounting system and financial reporting process as 
to reliability and relevance? 
d. Reporting instances of noncompliance wi th , or deficiencies in, established policies and pro-
cedures and making appropriate recommendations? 
e. Special inquiries and investigations (describe briefly)? 
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Control SET lllustration —the Questionnaire 
Check ( ) Which 
OTHER CONTROL CONSIDERATIONS (Concluded) Yes No 
3. Does the company have a system of budgets and related responsibility reporting that provides for: 
a. Formal adoption of the budgets as representing realistic estimates of the most probable 
results? 
b. Integrated forecasts of revenue, costs and expenses, cash f low, capital expenditures, and finan-
cial position (all at appropriate levels of responsibility and in appropriate detail)? 
c. Procedures to revise the budgets as necessary to recognize changed circumstances? 
d. Identification, analysis, and reporting of differences between forecasts and actual amounts, and 
between actual amounts for current and appropriate prior periods (including expected varia-
tions that did not occur)? 
4. Are there procedures for comparing financial information with (describe brief ly): 
a. Nonfinancial data in reports prepared by operating and administrative departments (e.g., 
obsolete or slow-moving inventories as reported by production department, total employees 
as reported by department heads, quantities or units delivered as reported by shipping depart-
ment)? 
b. Financial ratios, statistics and trends for the industry (and, if applicable, for selected com-
petitors)? _ 
5. A re there procedures for authorizat ion, approval, execut ion, and recording of unusual or non-
routine transactions that do not meet the criteria established for transactions comprehended by 
the company's other control procedures (describe briefly)? 
6. A re there procedures for investigating the training, experience and references of applicants for 
key accounting positions that provide reasonable assurance of hiring persons who possess integrity 
and the competence necessary for such positions (describe briefly)? . . 
7. A re there procedures for review and evaluation of the performance of key accounting personnel 
at reasonable intervals as a basis for counseling, promot ion, or separation (describe briefly)? 
8. Has the company issued a pol icy statement of corporate conduct (including confl icts of interest) 
to appropriate personnel and are there procedures to provide interpretative advice, monitor 
adherence, and deal wi th violations (describe briefly)? 
9. Is the organizational structure clearly defined by use of a current organization chart indicating 
lines of authority and responsibility? — 
10. A re there written job descriptions, or other means of assigning responsibil ity, covering each signifi-
cant class of transactions, within reasonable limits and at appropriate levels (describe briefly)? 
11. A re there procedures for oversight by the board of directors, or a committee thereof, of the 
appropriate exercise of delegated authori ty concerning accounting policies, procedures, and 
controls, including fol low-up of compliance deviations and recommendations reported by 
internal or independent auditors (describe briefly)? 
12. Are there regular meetings of the board of directors to establish policies and objectives and 
to review, in appropriate depth, management's plans and the company's performance and are 
minutes of such meetings prepared and signed on a t imely basis? . 
13. Are there written instructions as to each of the essential steps in the process of executing and 
recording each class of transactions and is there appropriate training in the performance of 
these instructions (describe briefly)? 
14. Is there appropriate supervision and review by those to whom responsibility is assigned for 
the work performed by their subordinates? 
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The Evaluation Summary 
The Evaluation Summary is for use in compiling and evaluating the answers in 
the Questionnaire, and in documenting the conclusions about the design of the 
system of internal accounting control. This form consists of a summary page and 
two supporting worksheets. 
One worksheet is a convenient form for listing the negative answers from the 
Questionnaire. As indicated earlier a negative answer identifies a condition that 
may — but does not necessarily — indicate a weakness. The other worksheet is 
for making preliminary determinations about critical combinations of conditions 
that may indicate weaknesses, and for summarizing the final determinations in 
this respect. Use of the Decision Tables as discussed below may be necessary 
for making the final determinations. 
The summary page provides for assembling and documenting the following: 
• Possibilities for errors and irregularities indicated by the presence of single 
conditions and of critical combinations of conditions that have been identified. 
• Effects of the other control considerations. 
• Conclusions as to whether weaknesses exist in the design of the system. 
The general instructions to this form indicate that estimates and judgments by 
management are required in evaluating the significance of any weaknesses 
that are identified and that conclusions in this respect should be explained in 
accompanying memorandums. 
The absence of any significant weakness indicates that the design of the system 
of internal accounting control is suitable to achieve its objectives. If a weakness 
exists, the specific function, class of transactions, and general-ledger accounts 
that are affected — as well as specific actions that can be taken to correct the 
weakness — may be determined from the summary page, the worksheet 
concerning critical combinations, and the Decision Tables. 
The Evaluation Summary illustrates our earlier comments about the way our 
Control SET focuses on specific evaluation of any weaknesses and possible 
corrective actions. The summary page of this form is reproduced on the 
following page. 
The Decision Tables 
The general purpose of the Decision Tables was indicated earlier. They consist of 
a summary table and twelve individual tables, four of which are in two parts. The 
individual tables show over 250 critical combinations of conditions that ordinarily 
constitute weaknesses in internal accounting control. 
The summary table presents an overview of the means of access to assets, 
and the related possibilities for perpetration and concealment of errors and 
irregularities. The individual tables portray, in decision-table format, the critical 
combinations of conditions that indicate the presence of these possibilities. 
A copy of the summary table and of an illustrative individual table follows. The 
format and use of the individual tables are discussed following the illustrative 
copy. 
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Control SET Illustration—the Evaluation Summary 
SUMMARY OF EVALUATION 
OF INTERNAL ACCOUNTING CONTROL 
Client, Division, 
Location, Etc. . . . 
POSSIBILITIES FOR 
ERRORS AND IRREGULARITIES 
INDICATED BY SINGLE CONDITIONS 
Transactions may not be appropriately authorized 
Transactions may not be approved for conformity with authorization as to essential conditions and terms; or 
documentation of transactions may not be checked or adequately tested and approved as to pertinent details 
Transactions may not be recorded at the amounts and in the accounting periods in which executed 
Recorded accountability may not agree with actual assets due to errors in recording transactions 
Conditions affecting accounting valuations may not be recognized on a timely basis 
Tangible assets, unissued securities, blank forms, or the general ledger may be exposed unnecessarily to unauthorized access 
Tangible assets written off or otherwise not recorded may be exposed unnecessarily to unauthorized use or disposal 
Accounting policies may not be appropriately authorized or financial presentations may not conform with authorized policies 
INDICATED BY CRITICAL COMBINATIONS OF CONDITIONS 
Assets may be lost or misappropriated and concealment attempted by reducing the related accountability. 
Cash receipts may be lost or intercepted before initial recording 
Recorded cash receipts may be lost or abstracted 
Improper vouchers may be prepared to support disbursements 
Unsupported checks may be issued 
Proper checks may be misdirected or diverted 
Improper payroll disbursements may be made 
Other tangible assets may be lost or misappropriated 
Assets may be lost or misappropriated and concealment attempted without reducing the related accountability: 
Cash on hand or on deposit 
Other tangible assets 
OTHER CONTROL CONSIDERATIONS THAT MAY A F F E C T EVALUATIONS 
Control weaknesses may be mitigated by: 
Control procedures not reflected in the tables of basic possibilities (Form 3220T) 
Additional control procedures or other conditions 
Controls otherwise considered satisfactory may be impaired by adverse factors 
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Prepared By Date 
Checked By Date 
Date or 
Period Reviewed By Date 
REFERENCES CONCERNING WEAKNESS INDICATED 
OTHER CONTROL 
CONSIDERATIONS 
WEAKNESS 
EXISTS 
APPLICABLE CONDITIONS " l " = Yes "0"-No Yes No Yes No 
LISTING OF ANSWERS ON WORKSHEET B 
CR CD S P PR Sec Inv Pro OAL Other 
7 1 
1 
13 1 H-1 S-1 4 4 5 2 JE-1 30 
2 
5 6 
7 
10 
8 3 14 
27 
28 
31 
4 
5 6 
20 
3 JE-2 
8 — 8 
13 16 11 
19 
3 
10 
15 
H-10 
S-10 16 
9 
12 
13 
9 10 
25 
26 
H-19d 
S-19d 11 
18 
19 15 7 CB-5d 
29 
35 17 14 
22 
23 
24 
4 11 13 
1 H-3 
2 4 S-3 1 1 2 JE-4 
4 20 
6 H-4 2 3 3 GL-6 
5 S-4 
33 5 15 26 17 
F-1 
F-2 
F-3 
F-4 
F-5 
FINAL DETERMINATIONS ON WORKSHEET A 
TABLE 1 
TABLE 2 -A or TABLE 2-B 
TABLE 3 or TABLE 4 or TABLE 5 
TABLE 6 -A or TABLE 6-B 
TABLE 7 -A or TABLE 7-B 
TABLE 8 (Hourly Payrolls) or TABLE 8 (Salary Payrolls) 
TABLE 9 -A or TABLE 9-B 
TABLE 10 
TABLE 11 
LISTING OF ANSWERS ON WORKSHEET B 
CR CD S p PR Sec Inv Pro OAL Other 
H-23 
S-23 13 1 6 _ 
Check Yes 
for "0" 
See General 
Instructions 
14a 17a 36a 18a H-24a S-24a 17a 27a 1 8 a _ , 4 a _ 
CB-7a 
GL-7a 
Check Yes 
for "I" 
If Yes 
Is Checked 
14b 17b 36b 18b H-24b S-24b 17b 27b 18b 14b 
CB-7b 
GL-7b 
Check Yes 
for "1" 
To the Left 
Or Above 
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Control SET lllustration—the Decision Tables 
SUMMARY TABLE OF BASIC POSSIBILITIES 
FOR ERRORS AND IRREGULARITIES 
INDICATED BY CRITICAL COMBINATIONS OF CONDITIONS 
PERSONS WHO 
Handle cash receipts before initial recording 
Handle cash receipts after initial recording 
Prepare vouchers supporting cash disbursements 
Issue checks singly 
Handle signed checks - -
Participate in payroll preparation or disbursement 
Have custody of imprest or other funds 
Have sole custody of other tangible assets 
MAY CAUSE A SHORTAGE OF CASH OR OTHER TANGIBLE ASSETS BY 
Losing or intercepting unrecorded cash receipts 
Losing or abstracting recorded cash receipts 
Preparing improper vouchers to support cash disbursements - -
Issuing unsupported checks — -
Misdirecting or diverting proper checks -
Making improper payroll disbursements 
Losing or abstracting imprest or other funds.... — 
Losing or misappropriating other tangible assets -
AND ATTEMPT CONCEALMENT OF THE SHORTAGE 
By reducing accountability for cash or other tangible assets through 
Cash-receipts records 
Cash-disbursements records — 
Vouchers supporting cash disbursements.. 
Payroll-disbursements records 
Journal entries or general-ledger postings — 
Other records. -
And transferring the shortage to 
Operating accounts.. - -
Trade receivables . -
Trade payables - -
Other balance-sheet accounts 
Payroll distribution or related accounts 
Without reducing accountability for cash or other tangible assets and permitting the shortage to remain in 
Cash on hand or on deposit 
Other tangible assets - -
TABLE NUMBERS 
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X X 
x X X 
X X X X 
X X X X 
X X X X 
X 
X. 
X X X 
x X 
x X X 
X X X X 
X X X 
X X X 
X 
X 
X X X 
x X X X X x 
- — - X . . . 
X X X 
-
X . . . - . . . . . . X . . . - . . . ... X 
X 
- X 
X 
... 
. . . 
X 
. . . 
X_ 
. . . 
X 
. . . 
X 
X X X X X 
X X 
x X X X X X X X X X X X x 
x X X X X x 
X X X X X X X X X 
X X X X X X X X_ X X X X 
X 
X 
X 
1 2-A 2-B 3 4 5 6-A 6-B 7-A 7-B 8 9-A 9-B 10 11 12 
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Control SET Illustration—the Decision Tables 
PERSONS WHO PREPARE VOUCHERS SUPPORTING CASH DISBURSEMENTS 
AND ALSO ISSUE CHECKS SINGLY MAY PREPARE IMPROPER VOUCHERS 
AND ATTEMPT CONCEALMENT BY REDUCING ACCOUNTABILITY FOR CASH 
IF SUCH PERSONS ARE IN A POSITION TO MANIPULATE RECORDS AS INDICATED BELOW 
REDUCE ACCOUNTABILITY FOR CASH AND TRANSFER THE SHORTAGE TO OTHER ACCOUNTS 
By overstating debits to other accounts through 
Preparation of improper vouchers or other initial purchases records that are 
Recorded in succeeding purchases records 
Omitted from succeeding purchases records, but for which related checks are recorded 
in cash-disbursements records.... 
Preparation of improper vouchers or check requests for miscellaneous disbursements 
(those not ordinarily charged to trade payables) 
If the following controls over reductions in accountability for cash are not in effect 
Examination of supporting documents by two check-signers 
Independent testing of documents supporting miscellaneous disbursements 
Independent testing of documents supporting paid vouchers or other initial purchases records 
And a shortage initially transferred to trade payables can subsequently be transferred to other accounts 
By overstating debits or understating credits to other accounts through 
Cash-disbursements records—in preparation of intermediate or final records or in footings of any records... 
Purchases records—in preparation of intermediate or final records or in footings of any records 
Preparation or footings of journal entries 
General-ledger postings. 
And manipulating the subsidiary records of trade payables, or the related trial balance or reconciliation, 
to eliminate or conceal any understatement in such subsidiary records 
AND IF THE SHORTAGE IS TRANSFERRED TO BALANCE-SHEET ACCOUNTS CONTROLLED BY SUBSIDIARY RECORDS 
Achieve agreement between such records and general-ledger accounts by manipulating the 
Subsidiary records 
To include the shortage in details or footings of individual items 
To exclude the shortage from details or footings of individual items 
Trial balance—to include the shortage in individual items listed... 
Reconciliation—to include the shortage in footings (including trial balance) or in reconciling items 
If the following controls over the subsidiary records are not in effect 
Independent matching of recorded disbursements with details in subsidiary records of trade payables 
Independent checking of vendor statements or payment requests to the trial balance 
Independent testing of the details that make up balances in general-ledger accounts. 
CRITICAL COMBINATION NUMBERS 
CRITICAL COMBINATION INDICATES CONTROL WEAKNESS 
© 1 9 7 8 Deloitte Haskins & Sells 
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TABLE 4 
SHORTAGE INCLUDED IN 
OPERATING 
ACCOUNTS 
TRADE 
PAYABLES OTHER BALANCE-SHEET ACCOUNTS 
ICQ 
Reference 
Critical 
Combinations 
ICQ 
Reference 
Critical 
Combinations 
ICQ Reference 
Critical 
Combinations Securities Inventories Property Other 
- P-7b 
X X 
X X P-7b X X 
CD-4b X X CD-4b X X 
CD-6b X X X CD-6b X X X X 
CD-15b X CD-5b X 
P-16b X X P-16b X X X 
CD-10b or 11b X OR 11B x 
P-8b or 9b X P-8b or 9b x 
JE-3d X x 
GL-5d X GL-5d x 
P-11b or 
13b or 14b X X 
P-11b Sec-8d lnv-14d Pro-12d OAL-4d 
X X 
X X 
x 
X X 
X 
--
X x 
P-13b X Sec-9d lnv-15d Pro-13d OAL-5d X X X 
P-14b X Sec-10d lnv-16d Pro-14d OAL-6d X X X 
P-12b X 
P-15b X X 
Sec-11d 
lnv-18d 
or 19d Pro-15d 
OAL-7d 
or 8d X X X X x i 
1 2 3 4 5 6 7 8 9 10 11 12 13 14 
X X X X X X Sec Inv Pro OAL X X X X X X X X 
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The headings of the individual tables refer to persons who have access to 
assets in specified ways, and to the type of errors and irregularities they could 
perpetrate. The left side of the tables shows possibilities for concealment and 
for related manipulation of records. The columns on the right indicate the 
general-ledger accounts in which a shortage could be concealed, and include 
references to pertinent questions in the Questionnaire. 
The set of Xs to the right of the question references in each column portrays a 
critical combination of conditions that ordinarily would permit the manipulation 
of records or other action required to conceal errors and irregularities. The tables 
are to be read by following the Xs from top to bottom of each column, and by 
reading the description of the related conditions on the left side of the table. 
Where two or more Xs are enclosed within a box, the related question references 
are to be read as if they were connected by an "or." If the column includes a 
bracket, the set of Xs above the bracket are to be read with each set of those 
below the bracket. 
One of the worksheets in the Evaluation Summary is used to determine which, if 
any, of the individual tables need to be completed in making the evaluation. These 
tables are completed by circling the Xs for which negative answers have been 
given to the applicable questions in the Questionnaire. If all of the applicable Xs in 
a column are circled, this indicates the presence of a critical combination to be 
transferred to the Evaluation Summary. 
In addition to their use for evaluating a system, the Decision Tables are equally 
useful for determining the corrective actions that can be taken to eliminate a 
critical combination. This can be done by eliminating any one of the conditions 
indicated by a circled X (or all circled Xs in a box) in the column for a critical 
combination that has been identified. Thus the Decision Tables present clearly 
the alternative means for corrective action, and thereby assist management in 
making the necessary cost-benefit decisions. 
Cost-Benefit Considerations 
If an internal accounting control weakness exists, whether resulting from a 
single condition or a critical combination, management should consider the costs 
and benefits of alternative control procedures in deciding whether the system 
provides reasonable assurance that its objectives are being achieved, or 
corrective action is necessary. We discussed the cost-benefit concept and its 
application in this context generally in our 1978 booklet (see page 12 of the 
Addendum). Although discussion of cost-benefit methodology is beyond the 
purpose of this booklet, we are prepared to assist or consult with management 
about methodology and other considerations. 
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Additional Services or Information 
Management is responsible both for the design of its system of internal 
accounting control and for compliance with the system. This booklet explains 
how we can assist management in studying and evaluating the design of its 
system. We are also prepared to assist or consult with management about 
means for monitoring compliance. For example, our Audit Sampling or Estimation 
Sampling Plans may be useful for testing compliance with prescribed procedures 
relating to details of transactions and accounts; these plans may also be useful in 
some situations to develop data needed for cost-benefit analysis. Similarly, our 
STAR Program (Statistical Techniques for Analytical Review) may be useful for 
establishing and applying criteria to identify variances from expected operating 
results that are large enough to warrant special investigation. Further, our 
Auditape System may be useful for applying the techniques mentioned above 
and for analyzing or compiling data in other ways to assist in monitoring 
compliance. 
Management or directors who are interested in our Control SET or related 
services can obtain additional information from any of our offices. 
2 3 
Internal Accounting Control 
Current Developments and 
Implications of the 
Foreign Corrupt Practices Act 
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Addendum 
Preface 
A number of current developments have focused increased 
attention on management's responsibility to establish and 
maintain a system of internal accounting control. The purpose 
of this booklet is to assist management in this respect by 
summarizing these developments, discussing their implications, 
providing suggestions for a review of internal accounting 
control by management, and explaining the assistance we can 
provide to management in making its review. 
CONTENTS 
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Implications and Perspective 7 
Management's Review 11 
Independent Auditor's Role 14 
Appendices 
A. Excerpts from Relevant Portions of the Foreign 
Corrupt Practices Act of 1977 16 
B. Excerpts from Section 320 of Statement on Auditing 
Standards No. 1 17 
CURRENT DEVELOPMENTS 
The Foreign Corrupt Practices Act 
The most significant development is the enactment in December 1977 
of the Foreign Corrupt Practices Act of 1977 ("the Act"). Although, as its 
title indicates, the Act is primarily directed to the subject of foreign 
bribery, Title I of the Act contains requirements for a system of internal 
accounting control which are applicable to virtually all publicly held 
companies. These requirements are not limited to conditions related to 
corrupt foreign payments. A copy of the portions of the Act that relate to 
internal accounting control is included in this booklet as Appendix A. 
The Act amends the Securities Exchange Act of 1934 to require 
companies, among other things, to: 
D e v i s e and mainta in a s y s t e m of internal account ing contro ls suff icient to 
provide reasonable assu rances that— 
• t ransact ions are e x e c u t e d in acco rdance w i t h m a n a g e m e n t ' s genera l or 
spec i f i c author izat ion; 
• t ransact ions are recorded as n e c e s s a r y 
o to permi t preparat ion of f inancial s t a temen ts in con formi ty w i t h general ly 
accep ted account ing pr inciples or any o ther criteria appl icable to s u c h 
s ta temen ts , and 
o to mainta in accountabi l i ty for a s s e t s ; 
• a c c e s s to a s s e t s is permi t ted only in acco rdance w i th m a n a g e m e n t ' s genera l 
o r spec i f i c author izat ion; and 
• the recorded accountabi l i ty for a s s e t s is c o m p a r e d w i t h the exist ing a s s e t s 
at reasonable intervals and appropr iate act ion is taken w i t h respect to any 
d i f ferences. 
This requirement is practically identical to the definition of accounting 
control which was codified in Section 320.28 of Statement on Auditing 
Standards No. 1 (the SAS), issued by the American Institute of Certified 
Public Accountants (the AICPA) in 1973. The introductory language of the 
definition in the SAS is as follows: 
Accounting control c o m p r i s e s the plan of organizat ion and the p rocedures and 
records that are c o n c e r n e d w i t h the safeguard ing of a s s e t s and the reliability of 
f inancial records and consequen t l y are des igned to provide reasonable assur-
ance that . . . [ the remainder of the def ini t ion se t s forth the four ob ject ives 
that w e r e incorporated in the Act. ] 
Thus, it is evident that the related portion of the SAS is relevant for the 
purpose of interpreting the Act. 
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Sections 320.19 through 320.48 of the SAS discuss the framework for, 
and the basic concepts that are implicit in, the definition of accounting 
control. A copy of these sections is included in this booklet as Appendix 
B. Particularly important among these concepts is the following 
recognition of the cost-benefit relationship inherent in the concept of 
"reasonable assurance": 
.32 The def ini t ion of accoun t ing contro l c o m p r e h e n d s reasonable, but not 
abso lu te , assu rance that the ob jec t ives e x p r e s s e d in it wi l l be a c c o m p l i s h e d by 
the s y s t e m . The concep t of reasonable assu rance recogn izes that the cos t of 
internal contro l shou ld not e x c e e d the benef i ts e x p e c t e d to be der ived. The 
benef i ts cons is t of reduct ions in the risk of fail ing to ach ieve the object ives 
implici t in the def ini t ion of accoun t ing contro l . A l though the cost -benef i t 
re lat ionship is the pr imary concep tua l cri terion that shou ld be cons ide red in 
des ign ing a s y s t e m of accoun t ing contro l , p rec ise m e a s u r e m e n t of c os t s and 
benef i ts usual ly is not poss ib le ; accord ing ly any evaluat ion of t he cost -benef i t 
relat ionship requires es t ima tes and j udgmen ts by m a n a g e m e n t . B e c a u s e of the 
cos t -benef i t relat ionship, accoun t ing contro l p rocedures may appropriately be 
appl ied on a tes t bas is in s o m e c i r cums tances . 
It is also significant to note that the Act imposes no requirements 
with respect to administrative control, which is also defined in the SAS. 
The distinction and relationship between administrative control and 
accounting control is discussed later in this booklet. 
In its Accounting Series Release No. 242 concerning the Act, the 
Securities and Exchange Commission (the SEC) stated that: 
... i t is important that i ssuers sub ject to the n e w requ i rements rev iew their 
account ing p rocedures , s y s t e m s of internal account ing cont ro ls and bus iness 
pract ices in order that they m a y take any act ions n e c e s s a r y to c o m p l y w i t h the 
requ i rements con ta ined in the Ac t . 
Public Reporting on Internal Accounting Controls 
Legislation comparable to the Act was introduced in 1976 and passed the 
Senate in a unanimous vote, but was not acted upon by the House. In 
January 1977 the SEC issued rulemaking proposals containing basically 
the same requirements as were included in the 1976 legislation and 
the Act. The proposals indicated that the Commission is considering 
"whether to require some form of reporting to shareholders concerning 
the issuer's system of internal accounting control." 
The Commission on Auditors' Responsibilities was an independent 
study group established by the American Institute of Certified Public 
Accountants to develop conclusions and recommendations regarding the 
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appropriate responsibilities of independent auditors. The Commission's 
final report issued in January 1978 recommended a report by 
management to accompany its financial statements which would 
include, among other things, "management's assessment of the com-
pany's accounting system and controls over it." The Financial Executives 
Institute's (the FEI) Committee on Corporate Reporting endorsed this 
recommendation, and in June 1978 issued guidelines for preparation of 
such a report. The Commission also recommended that the auditor's 
report state his concurrence with (or exception to) management's 
description of the system and controls. AICPA Committees on Reports 
by Management and on Auditor's Reports are presently studying these 
recommendations. 
While there are no present requirements for reporting to shareholders 
on internal accounting control, it is reasonable to expect that interest in 
such reporting will continue and perhaps intensify in the near future. For 
example, the SEC's "Report to Congress on the Accounting Profession 
and the Commission's Oversight Role," dated July 1, 1978, includes the 
following comments: 
Al though rules have not yet b e e n p r o p o s e d , the C o m m i s s i o n is likely to require, 
in reports f i led w i th it, a representat ion that an issuer 's s y s t e m of internal 
account ing contro ls is in comp l i ance w i t h the prov is ions of the Ac t . 
Special Advisory Committee on Internal Accounting Control 
After consideration of the 1976 legislation and the SEC proposals referred 
to above, the Auditing Standards Executive Committee of the AICPA 
(AudSEC) suggested that the AICPA should appoint an advisory commit-
tee to develop criteria for determining the adequacy of a system of 
internal control. The suggested Special Advisory Committee on Internal 
Accounting Control includes members of the AICPA, the FEI, and the 
Institute of Internal Auditors. The committee has been meeting fre-
quently, and is expected to issue its report later this year. 
IMPLICATIONS AND PERSPECTIVE 
The developments discussed above have stimulated widespread interest 
among management and independent auditors. We believe these 
developments are matters for responsible management concern, but not 
for undue alarm. Although we have observed some tendency toward the 
latter reaction, we think it is unnecessary. The tendency toward alarm 
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has arisen from the enforcement and legislative environment from which 
the Act evolved, and from various subsequent public comments by SEC 
staff members, practicing attorneys, and public accountants. 
The Act was an outgrowth of the discovery of illegal political contribu-
tions during the course of the Watergate investigations and the subse-
quent discovery of other forms of illegal or questionable payments. This 
background and the related SEC enforcement activities have caused 
some general apprehension that abuses or excesses may occur in the 
administration of the Act. For example, there is some fear of unrealistic 
expectations that an internal control system can prevent future occur-
rences of such practices, without adequate recognition of the possibilities 
for circumvention and other inherent limitations on the effectiveness of 
even the best of systems. Another concern is that the SEC and the 
courts may not adequately recognize the cost-benefit relationship that is 
necessary in designing internal control systems. 
Additional apprehension has arisen from the fact that neither the Act nor 
the SAS provides specific or detailed criteria to enable management to 
determine whether its internal control system complies with the Act, and 
from assertions that such determination is a legal rather than an 
accounting matter. 
We believe the apprehensions recited above should be viewed in a 
moderate perspective for the following reasons: 
Both the legislative history of the Act and the SEC rulemaking proposals 
that preceded it include reassuring language indicating appropriate 
recognition of some of the practical problems and implications of 
the Act. 
The Report of the Senate Committee on Banking, Housing, and Urban 
Affairs issued May 2, 1977 (Report No. 95-114) included the following 
comments: 
T h e es tab l i shment and ma in tenance of a s y s t e m of internal contro l and 
accurate books and records are fundamenta l responsibi l i t ies of m a n a g e m e n t . 
T h e expec ted benef i ts to be der ived f rom the consc ien t ious d ischarge of t h e s e 
responsib i l i t ies are of bas ic impor tance to investors and the ma in tenance of the 
integrity of our capital market s y s t e m . The c o m m i t t e e recogn izes , however , that 
m a n a g e m e n t m u s t exe rc i se judgment in de te rmin ing the s t eps to be taken, 
and the cos t incurred, in giv ing assu rance that the object ives e x p r e s s e d wi l l be 
ach ieved . He re , s tandards of reasonab leness mus t apply. In this regard, the 
t e r m "accura te ly " d o e s not m e a n exact prec is ion as m e a s u r e d by s o m e 
abstract principle. Rather it m e a n s that an issuer 's records shou ld reflect 
t ransact ions in conformi ty w i t h general ly a c c e p t e d account ing pr inciples or 
o ther appl icable criteria. W h i l e m a n a g e m e n t shou ld obse rve every reasonable 
p rudence in sat isfy ing the ob jec t ives cal led for in n e w paragraph (2) of sec t ion 
13(b), the c o m m i t t e e recogn izes that m a n a g e m e n t m u s t necessar i ly es t ima te 
and evaluate the cos t /bene f i t re lat ionships of the s teps to be taken in 
ful f i l lment of its responsibi l i t ies under th is paragraph. T h e account ing p ro fess ion 
wi l l be e x p e c t e d to use their pro fess ional j udgmen t in evaluat ing the s y s t e m s 
main ta ined by i ssuers . The s ize of the bus iness , diversi ty of operat ions, deg ree 
of central izat ion of f inancial and operat ing m a n a g e m e n t , amoun t of contac t by 
top m a n a g e m e n t w i th day- to-day operat ions, and n u m e r o u s other 
c i r cums tances are factors w h i c h m a n a g e m e n t m u s t cons ide r in establ ish ing 
and maintain ing an internal accoun t ing cont ro ls s y s t e m . 
The SEC's Release No. 34-13185 issued January 19, 1977, which proposed 
amendments to the Rules and Regulations under the Securities 
Exchange Act of 1934, included the following explanatory comments: 
T h e s e p roposed object ives [ the def ini t ion inc luded in the Act ] for a s y s t e m of 
internal account ing contro ls have been d rawn f rom the object ives of s u c h a 
s y s t e m def ined by the A m e r i c a n Institute of Cer t i f ied Publ ic Accoun tan ts in 
S t a t e m e n t on Aud i t ing Standards N o . 1, Sec t i on 320 .28 (1973). The C o m m i s s i o n 
be l ieves that t h e s e goals provide a reasonable bas is for the imp lementa t ion of 
the required s y s t e m of contro ls , and that s u c h object ives are already famil iar to 
the bus iness commun i t y . . . . 
T h e des ign of any s u c h s y s t e m necessar i l y invo lves exerc i se of managemen t ' s 
judgment , and entai ls the balancing of the cos t of imp lement ing any g iven 
internal account ing control against the benef i t to be der ived. By requir ing that a 
s y s t e m provide reasonable assu rance that the spec i f ied object ives are met , the 
C o m m i s s i o n ' s p roposed rule recogn izes that the issuer mus t , in good faith, 
ba lance the c os t s and benef i ts as they relate to the c i r cums tances of that 
company . T h e defini t ion of the t e rm " reasonab le a s s u r a n c e " in p roposed Ru le 
13b-2 is, like the object ives for a s y s t e m of internal account ing contro ls , taken 
f r om exis t ing account ing l iterature. S e e S ta temen t on Aud i t ing Standards No . 1, 
supra , Sec t i on 320 .32 . 
The proposed Rule is as follows: 
(b) A s used in (a) of this rule, the t e r m " reasonab le a s s u r a n c e " shall m e a n that 
the c o s t of internal account ing contro l n e e d not e x c e e d the benef i ts e x p e c t e d 
to be der ived. The benef i ts cons i s t of reduct ions in the risk of failing to ach ieve 
the ob ject ives implici t in the def ini t ion of account ing contro l . 
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The foregoing excerpts indicate a reasonable legislative and regulatory 
understanding of the objectives, cost-benefit considerations, and 
limitations inherent in systems of internal accounting control, and of the 
respective roles of management and independent auditors with respect 
to such systems. Management and auditors have been dealing with 
these matters for years on the basis of existing concepts and the 
application of business and professional judgment. The Act specifically 
adopts the existing concepts, and its history clearly implies a recognition 
of the need for judgment in applying them. 
In these circumstances, we think there may be too much emphasis in 
some quarters on the need for, and the feasibility of, developing detailed 
criteria for evaluating compliance with the Act. The definition of internal 
accounting control adopted in the Act and the related concepts set forth 
in the SAS were intentionally expressed in broad terms to permit the 
flexibility needed for application in the wide variety of circumstances 
encountered in business operations. Further exposition of the existing 
concepts and illustrations of their application to different cycles or classes 
of transactions may provide useful guidance for management and 
auditors. We think it is unlikely, however, that explicit criteria can be 
developed that will be a substitute for business and professional 
judgment in the selection of control techniques and in making the 
necessarily difficult cost-benefit decisions. 
Finally, we think there is some overemphasis on the view that deter-
mining compliance with the Act is primarily a legal matter. Ultimately, of 
course, questions of compliance with any statute become a legal matter. 
In resolving such questions, however, the standards and judgments of 
experts in the relevant subject matter are given substantial judicial 
weight. Management and auditors traditionally have been regarded as 
the experts in the subject matter of the Act, as was recognized in its 
legislative history, and they should be expected to continue in this role. 
The moderate perspective expressed above should not be interpreted as 
complacency. Although we think the Act simply codifies existing 
concepts of sound business practices and recognizes the need for 
judgment, it obviously exposes these matters to the risk of regulatory or 
judicial challenge. Thus, this risk becomes a new factor to be considered 
in making the already difficult cost-benefit decisions concerning internal 
accounting control. Whether a moderate or an extreme view of the 
magnitude of this risk is more realistic can be determined only by future 
events. 
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MANAGEMENT'S REVIEW 
In view of the developments and implications discussed above, we think 
it is prudent for management to review and reevaluate its internal 
accounting controls in relation to the Act, and for boards of directors or 
audit committees to consider this matter in their oversight role. Such 
action should identify any improvements that are deemed necessary and 
would demonstrate a responsiveness to the Act. 
In planning such a review, management should focus on the nature and 
objectives of accounting control, the evaluation criteria to be applied, and 
the general approach to be taken in making the review 
Nature and Objectives of Accounting Control 
As indicated earlier, the nature and objectives of accounting control are 
set forth in the SAS, and the same objectives are incorporated in the Act. 
These documents should be studied carefully by management in 
planning its review. The related appendices are included in this booklet 
for that purpose. 
The distinction and relationship between accounting control and adminis-
trative control is an important concept that is sometimes misunderstood 
and thus deserves emphasis. The essence of the distinction is shown 
in the following excerpts from the definitions in the SAS: 
Administrative control inc ludes, but is not l imited to, the plan of organizat ion 
and the p rocedures and records that are c o n c e r n e d w i t h the dec is ion p rocess 
leading to m a n a g e m e n t ' s author izat ion of t ransact ions. S u c h author izat ion is a 
m a n a g e m e n t funct ion direct ly assoc ia ted w i th the responsibi l i ty for ach iev ing 
the ob ject ives of the organizat ion and is the start ing point for establ ish ing 
accoun t ing contro l of t ransact ions. 
Accounting control c o m p r i s e s the plan of organizat ion and the p rocedures and 
records that are c o n c e r n e d w i t h the safeguard ing of asse ts and the reliability of 
f inancial r e c o r d s . . . . 
The following additional definitions apply in the context of those above: 
Transact ions — e x c h a n g e s of a s s e t s or se rv i ces w i th part ies outs ide the 
b u s i n e s s ent i ty and t ransfers or use of a s s e t s or se rv i ces w i th in it. 
Sa feguard ing of a s s e t s — protect ion against loss arising f rom intentional and 
unintent ional errors in p rocess ing t ransact ions and handl ing the related asse t s . 
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Thus, the objectives of accounting control extend to reducing the risk of 
a loss of assets from unauthorized use or disposition, but not from 
operating business decisions that may eventually result in losses. Since 
the Act applies only to accounting control, the importance of this 
distinction is evident. 
The relationship between accounting control and administrative control is 
expressed in the SAS as follows: 
T h e forego ing def in i t ions are not necessar i l y mutual ly exc lus ive b e c a u s e s o m e 
of the p rocedures and records c o m p r e h e n d e d in account ing contro l may a lso 
be involved in adminis t rat ive c o n t r o l . . . . S u c h mult ip le uses of p rocedures or 
records, however , are not crit ical for the pu rposes of this sec t ion b e c a u s e it is 
c o n c e r n e d primari ly w i t h clarifying the outer boundary of account ing contro l . 
Thus, all procedures and records that contribute to the objectives of 
accounting control are comprehended in its definition. An example of 
multiple uses given in the SAS is that sales and cost records classified by 
products may be used for accounting control purposes and also in 
making management decisions about unit prices or other aspects of 
operations. Another example is that the use of budgets for administrative 
purposes may also serve as an accounting control. Their effectiveness 
for the latter purpose, however, depends on the extent to which 
variations from the budget are identified and investigated to determine 
whether they result from operating conditions or from accounting errors 
or irregularities. 
Criteria for Evaluation 
As indicated earlier, the SAS states that ".. .the cost-benefit relationship 
is the primary conceptual criterion that should be considered in designing 
a system of accounting control...." It also recognizes the practical 
difficulties of applying this concept by stating further that "... precise 
measurement of costs and benefits usually is not possible; accordingly, 
any evaluation of the cost-benefit relationship requires estimates and 
judgments by management." 
Neither the cost-benefit concept nor the difficulties of application, 
however, are new to management nor unique to the problem of 
designing and evaluating accounting controls. This problem is simply a 
special case that is susceptible to analysis in terms of the classical 
decision model for minimizing a loss function. In these terms, the loss to 
be minimized is a function of the costs of maintaining various levels of 
accounting control and the risks at the respective levels. The risks, in 
turn, are a function of the probabilities of losses associated with (1) 
issuance of misleading financial statements, (2) loss from unauthorized 
disposition or use of assets, and (3) alleged or actual violation of the Act. 
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In making the estimates and judgments necessary for a cost-benefit 
analysis, management obviously should consider any relevant historical 
experience data that is available or can reasonably be developed. In the 
absence of any such data, the only recourse is for management to 
make assumptions that it believes are reasonable or possibly conserva-
tive and would be so regarded by others who might have occasion 
to consider them. 
Because of the importance and difficulty of the cost-benefit analysis 
needed in evaluating internal accounting control, we are arranging for a 
research study on this subject and plan to publish the results as an aid to 
management and auditors. 
General Approach to Review 
The initial sources of information for management's review of its 
accounting controls should be its present knowledge and documentation 
of the system, recent reports from its internal and independent auditors, 
and current discussions with such auditors. The independent auditor's 
role and possible assistance to management in making its review is 
discussed in the next section. 
Management's present knowledge of its system may include an 
awareness of certain control procedures that are performed but not 
documented. More likely the prescribed control procedures will be 
included as an integral part of the documentation of operating 
procedures, without being identified separately. In some situations the 
accounting controls may be separately identified and documented. While 
the Act does not set forth any specific requirements in this respect, 
documentation of prescribed control procedures is important to facilitate 
compliance with the system and would be important if it becomes 
necessary to demonstrate compliance with the Act. 
The definition of accounting control in the SAS is expressed in relation to 
the functions involved in the "flow of transactions" — the authorization, 
execution, and recording of transactions and the accountability for 
resulting assets. The SAS also sets forth the concept of "cycles" of 
separate steps necessary to complete particular types of transactions. 
For example, it indicates the separate steps in a typical sales cycle would 
include acceptance of an order, shipment, billing, and collection. It may 
be convenient for management to structure its review to follow the flow 
of transactions through the applicable cycles or related separate steps; 
however, if this is not convenient in its own organizational structure, 
any other approach that accomplishes the purpose of the review 
is satisfactory. 
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After identification of the prescribed accounting controls, the next stage 
in management's review is the evaluation of their adequacy based on the 
objectives and criteria discussed earlier. Adequacy depends on both 
(1) the potential effectiveness of the prescribed control procedures, and 
(2) the extent of compliance with them. While management's initial 
review subsequent to the Act should give attention to both of the above 
aspects, later reviews may concentrate largely on changes in conditions 
and on continuing compliance with the prescribed procedures. 
INDEPENDENT AUDITOR'S ROLE 
The purpose and scope of the independent auditor's usual review of 
internal accounting controls should be understood by management in 
considering the usefulness of such review for management's purposes. 
The primary purpose of the independent auditor's usual review is to 
assist in determining the nature, timing, and extent of auditing 
procedures to be performed in his examination of financial statements. 
An incidental requirement is to report to senior management and the 
board of directors or audit committee any material weaknesses that 
come to his attention during such examination. In addition to these 
professional requirements, auditors customarily submit suggestions 
concerning other possible improvements in controls or operations. 
The foregoing purposes affect the scope of the independent auditor's 
review in two respects that are pertinent for management's consid-
eration. First, such review is concerned principally with audited annual 
financial statements as distinct from unaudited interim statements. 
Second, the scope of the review is based on the auditor's judgment 
concerning: (1) materiality in relation to the financial statements being 
audited, and (2) the relative audit efficiency of reviewing and testing 
compliance with particular controls sufficiently to justify reduction in 
related substantive audit tests, as compared with extending such tests 
without relying on the controls. These considerations are essentially an 
application of the cost-benefit concept as it relates to the auditor's 
purpose—forming an opinion on the financial statements. Application of 
the cost-benefit concept for management's purposes —issuing reliable 
financial statements, minimizing the risk of potential losses, and 
complying with the Act—may require more stringent controls than 
those necessary for the auditor's purposes. 
The independent auditor's review may, nevertheless, be the most 
systematic recurring review of internal accounting controls in many 
situations. Therefore, in addition to the results of such reviews, 
information about the procedures followed and materials used by the 
auditor should be useful to management in making its review. 
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Several years ago our firm developed a unique audit approach which we 
refer to as "AuditSCOPE" — a System of Coordinated Objectives, 
Procedures, and Evaluations. The portion of this system that should be 
useful to management in reviewing its internal accounting controls 
consists of questionnaires and an extensive set of tables of basic 
possibilities for errors and irregularities in accounting records. The tables 
are designed to facilitate understanding and use of the questionnaires. 
They portray, in decision-table format, the critical path between different 
combinations of possible answers to the questionnaires and the related 
possibilities for perpetration and concealment of various types of errors 
and irregularities. Thus, these tables also are useful for determining 
corrective measures for weaknesses that are identified. 
We have been a leader in developing concepts of internal accounting 
control and techniques for evaluation, and are participating actively in the 
current developments. Consequently, we welcome inquiries from our 
clients about these matters. Further, we are prepared to assist our clients 
in their reviews by providing (1) information about the procedures 
followed and materials used in our usual reviews and (2) consultation 
of further participation in their reviews. 
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APPENDIX A. Excerpts from Relevant Portions of 
The Foreign Corrupt Practices Act of 1977 
Accounting Standards 
S e c . 102. Sec t i on 13(b) of the Secur i t ies Exchange A c t of 1934 (15 U . S . C . 
78q(b)) is a m e n d e d by insert ing "(1)" after "(b)" and by adding at the end 
thereof the fo l l ow ing : 
"(2) Eve ry i ssuer w h i c h has a c lass of secur i t ies reg is tered pursuant to 
sec t ion 12 of th is tit le and every i ssuer w h i c h is required to file reports pursuant 
to sec t ion 15(d) of th is title shal l — 
"(A) m a k e a n d keep books , records, and accoun ts , w h i c h , in reasonable 
detai l , accurate ly and fairly ref lect the t ransact ions and d ispos i t ions of the 
a s s e t s of the issuer ; and 
"(B) dev i se and maintain a s y s t e m of internal account ing cont ro ls 
suff ic ient to prov ide reasonable assu rances that— 
"(i) t ransact ions are e x e c u t e d in acco rdance w i t h m a n a g e m e n t ' s 
genera l or spec i f i c author izat ion; 
"(ii) t ransact ions are recorded as n e c e s s a r y (I) to permi t preparat ion of 
f inancial s t a temen ts in con formi ty w i t h general ly a c c e p t e d account ing 
pr incip les or any other criteria appl icable to s u c h s ta tements , and (II) to 
mainta in accountabi l i ty for a s s e t s ; 
"(iii) a c c e s s to a s s e t s is permi t ted only in acco rdance w i th 
m a n a g e m e n t ' s genera l or spec i f ic author izat ion; and 
"(iv) the recorded accountabi l i ty for a s s e t s is c o m p a r e d w i t h the 
ex is t ing a s s e t s at reasonable intervals and appropr iate act ion is taken 
w i th respec t to any d i f fe rences. " 
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APPENDIX B. Excerpts from Section 320 of Statement on 
Auditing Standards No. 1. Issued by the 
American Institute of Certified Public Accountants 
Section 320 of the statement referred to above deals with "The Auditor's 
Study and Evaluation of Internal Control." It includes an introduction and 
other subsections relating to the purpose of the auditor's study and 
evaluation, definitions and basic concepts, study of the system, evalua-
tion of the system, and correlation with other auditing procedures. 
The subsection that is particularly relevant to the purpose of this booklet 
is the one relating to definitions and basic concepts. This subsection 
includes a discussion of previous definitions and of the need for clarifi-
cation as a background for developing the framework for, and concepts 
implicit in, the revised definitions. Excerpts relevant to the latter matters 
are presented in this appendix. 
Flow of Transactions 
.19 . . . A rev ised def ini t ion e x p r e s s e d in relation to the funct ions involved in the 
f l o w of t ransact ions is p resen ted in paragraph .28 to provide the clarif ication 
n e e d e d in this respect . 
.20 Transact ions are the bas ic c o m p o n e n t s of bus iness operat ions and , 
therefore, are the pr imary sub ject mat ter of internal contro l . In the con tex t of 
th is sec t ion , t ransact ions inc lude e x c h a n g e s of asse ts or se rv i ces w i t h part ies 
ou ts ide the bus i nes s enti ty and t ransfers or use of asse ts or se rv i ces w i th in it. 
The pr imary funct ions invo lved in the f l ow of t ransact ions and related a s s e t s 
inc lude the authorizat ion, execu t ion , and recording of t ransact ions and the 
accountabi l i ty for result ing asse t s . 
.21 The ul t imate authori ty for bus i ness t ransact ions rests w i t h s tockho lders or 
o ther c l a s s e s of o w n e r s excep t as c i r cumscr ibed by law and is de legated by 
t h e m to d i rectors, t rus tees , off icers, and o ther m a n a g e m e n t personne l . T h e 
de legat ion of authori ty to dif ferent levels and to part icular pe rsons in an 
organizat ion is a m a n a g e m e n t funct ion. A s u s e d herein, author izat ion of 
t ransact ions refers to m a n a g e m e n t ' s dec is ion to exchange , transfer, or use 
a s s e t s for spec i f ied pu rposes under spec i f ied condi t ions. 
.22 Author izat ion m a y be genera l in that it relates to any t ransact ions that 
c o n f o r m to the spec i f ied cond i t ions, or it may be spec i f ic w i t h re ference to a 
s ing le t ransact ion. E x a m p l e s of genera l author izat ion inc lude the es tab l i shment 
of sa les pr ices for p roducts to be so ld to any cus tomer , requ i rements to be 
m e t in set t ing the credit l imit for any cus tomer , automat ic reorder points for 
mater ial or merchand ise , the n u m b e r and type of personne l to be e m p l o y e d , 
and s imi lar dec is ions . The bas ic character is t ic of genera l authorizat ion is that it 
is c o n c e r n e d w i t h the def ini t ion or identi f icat ion of the genera l condi t ions under 
17 
w h i c h t ransact ions are author ized w i thou t regard to the spec i f i c part ies or 
t ransact ions. Spec i f i c author izat ion, on the o ther hand, c o m p r e h e n d s both the 
cond i t ions and the part ies invo lved ; e x a m p l e s include author izat ions for a 
spec i f ic sa le or purchase, the e m p l o y m e n t of a spec i f ic pe rson , the use of 
spec i f ic mater ia ls or e m p l o y e e s for a part icular product ion order, and 
simi lar t ransact ions. 
.23 Execu t ion of t ransact ions inc ludes the ent ire cyc le of s t e p s necessa ry to 
c o m p l e t e the exchange of a s s e t s b e t w e e n the part ies or the t ransfer or use of 
a s s e t s wi th in the bus iness . T h e execu t ion of t ransact ions f requent ly invo lves 
separa te s teps or s tages . For examp le , the typical sa le w o u l d involve accep t -
ance of an order, s h i p m e n t and bill ing of the product, and co l lect ion of the 
bil l ing. A s imi lar cyc le of s t eps for the typical purchase of mater ia l or se r v i ces 
may include requis i t ioning of the mater ia l , i ssuance of the order, receipt of the 
mater ia l , and paymen t of the pu rchase price. In th is sec t ion , author izat ion 
appl ies to the c o m p l e t e cyc le of s t e p s ; authorizat ion is d is t ingu ished f rom 
approval in that the latter appl ies to a part icular s tep and indicates only that the 
cond i t ions spec i f ied or impl ied in the author izat ion have b e e n sat is f ied insofar 
as they apply to that s tep . 
.24 Record ing of t ransact ions c o m p r e h e n d s all records mainta ined w i t h respec t 
to the t ransact ions and the resul t ing a s s e t s or se rv i ces and all func t ions 
pe r f o rmed w i t h respect to s u c h records . Thus , the recording of t ransact ions 
inc ludes the preparat ion and summar iza t ion of records and the post ing thereof 
to the genera l ledger and subs id iary ledgers. 
.25 T h e accountabi l i ty funct ion fo l l ows a s s e t s f rom the t ime of their acquis i t ion 
in one t ransact ion until their d ispos i t ion or use in another. This funct ion requires 
ma in tenance of records of accountabi l i ty for a s s e t s and per iodic compa r i son 
of t h e s e records w i th the related a s s e t s . E x a m p l e s include the reconci l iat ion of 
recorded cash ba lances w i t h bank s ta temen ts and reconci l iat ion of perpetual 
inventory records w i t h physica l inventory coun ts . 
Revised Definitions 
.26 B a s e d on the forego ing d i scuss i on , administ rat ive contro l and accoun t ing 
contro l are de f ined as indicated in t he fo l lowing t w o paragraphs. 
.27 Administrative control inc ludes, but is not l imi ted to, the plan of organiza-
t ion and the p rocedures and records that are c o n c e r n e d w i th the dec is ion 
p r o c e s s e s leading to m a n a g e m e n t ' s author izat ion of t ransact ions. 1 S u c h 
author izat ion is a m a n a g e m e n t funct ion direct ly assoc ia ted w i t h the respon -
sibil ity for ach iev ing the ob jec t ives of the organizat ion and is the start ing point 
for establ ish ing accoun t ing contro l of t ransact ions. 
1 This definition is intended only to provide a point of departure for distinguishing 
accounting control and, consequently, is not necessarily definitive for other purposes. 
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.28 Accounting control c o m p r i s e s the plan of organizat ion and the p rocedures 
and records that are c o n c e r n e d w i th the safeguard ing of a s s e t s and the 
reliability of f inancial records and consequen t l y are des igned to provide rea-
sonab le assu rance that: 
a. Transact ions are e x e c u t e d in acco rdance w i th m a n a g e m e n t ' s genera l or 
spec i f ic author izat ion. 
b. Transact ions are recorded as n e c e s s a r y (1) to permi t preparat ion of f inancial 
s ta temen ts in conformi ty w i t h general ly a c c e p t e d accoun t ing principles or 
any other criteria appl icable to s u c h s t a t e m e n t s and (2) to maintain 
accountabi l i ty for asse t s . 
c. A c c e s s to a s s e t s is permi t ted only in acco rdance w i t h m a n a g e m e n t ' s 
author izat ion. 
d . T h e recorded accountabi l i ty for a s s e t s is c o m p a r e d w i t h the exist ing asse ts 
at reasonable intervals and appropr iate act ion is taken w i t h respect to 
any d i f ferences. 
.29 The fo rego ing def in i t ions are not necessar i l y mutual ly exc lus ive b e c a u s e 
s o m e of the p rocedures and records c o m p r e h e n d e d in account ing contro l may 
a lso be involved in administ rat ive contro l . For examp le , sa les and cos t records 
c lass i f ied by products may be used for accoun t ing control pu rposes and also in 
mak ing m a n a g e m e n t dec i s ions concern ing unit pr ices or o ther aspec ts of 
operat ions. S u c h mult ip le u s e s of p rocedures or records, however , are not 
crit ical for the pu rposes of this sec t ion b e c a u s e it is c o n c e r n e d primarily w i th 
clari fying the ou te r boundary of accoun t ing contro l . E x a m p l e s of records used 
solely for adminis t rat ive contro l are t hose pertaining to c u s t o m e r s con tac ted by 
s a l e s m e n and to defec t ive w o r k by product ion e m p l o y e e s mainta ined only for 
evaluat ing personne l pe r fo rmance . 
Basic Concepts 
.30 The basic c o n c e p t s d i s c u s s e d under this capt ion are impl ici t in the 
def ini t ion of account ing contro l . (The d i scuss ion in paragraphs .31 through .34 
appl ies to the def ini t ion generally, wh i le the d i scuss ion in paragraphs .35 
through .48 appl ies to essent ia l character is t ics of internal account ing control.) 
T h e s e c o n c e p t s are appl icable generally, but the organizat ional and procedural 
m e a n s of apply ing t h e m m a y differ cons iderab ly f rom c a s e to c a s e b e c a u s e of 
the variety of c i r cums tances invo lved. There fo re , it is not cons ide red feas ib le to 
d i s c u s s t h e s e mat ters in detai l in th is sec t ion . 
Management Responsibility 
.31 T h e es tab l i shment and ma in tenance of a s y s t e m of internal control is an 
important responsibi l i ty of m a n a g e m e n t . The bas ic c o n c e p t s implicit in the 
def ini t ion of account ing cont ro l are d i s c u s s e d in the con tex t of that respons ib i l -
ity. T h e s y s t e m of internal contro l shou ld be under cont inu ing superv is ion by 
m a n a g e m e n t to de te rm ine that it is funct ion ing as prescr ibed and is mod i f ied as 
appropr iate for changes in cond i t ions. 
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Reasonable Assurance 
.32 The defini t ion of account ing contro l c o m p r e h e n d s reasonable, but not 
absolu te , assu rance that the object ives e x p r e s s e d in it wi l l be a c c o m p l i s h e d by 
the s y s t e m . T h e concep t of reasonable assu rance recogn izes that the cos t of 
internal control shou ld not e x c e e d the benef i ts expec ted to be der ived. T h e 
benef i ts cons is t of reduct ions in the risk of failing to ach ieve the object ives 
implicit in the def ini t ion of account ing contro l . A l though the cost -benef i t 
relat ionship is the pr imary concep tua l cr i ter ion that shou ld be cons ide red in 
des ign ing a s y s t e m of account ing contro l , p rec ise m e a s u r e m e n t of cos t s and 
benef i ts usual ly is not poss ib le ; accordingly, any evaluat ion of the cos t -benef i t 
relat ionship requires es t ima tes and judgments by m a n a g e m e n t . B e c a u s e of the 
cost -benef i t relat ionship, account ing control p rocedures may appropr iately be 
appl ied on a test basis in s o m e c i r cums tances . 
Methods of Data Processing 
.33 S ince the def ini t ion and related basic c o n c e p t s of account ing control are 
e x p r e s s e d in t e r m s of ob ject ives, they are independent of the m e t h o d of data 
p rocess ing u s e d ; consequent ly , they apply equal ly to manual , mechan ica l , 
and electronic data p rocess ing s y s t e m s . However , the organizat ion and pro-
cedu res required to accomp l i sh t hose ob ject ives may be in f luenced by the 
m e t h o d of data p rocess ing used . 1 
Limitations 
.34 There are inherent l imitat ions that shou ld be recogn ized in cons ider ing the 
potential e f fec t i veness of any s y s t e m of account ing contro l . In the pe r fo rm-
ance of m o s t control p rocedures , there are possibi l i t ies for errors arising f rom 
s u c h c a u s e s as misunders tand ing of instruct ions, m is takes of judgment , and 
personal ca re l essness , d istract ion, or fat igue. Fur thermore , p rocedures w h o s e 
e f fec t i veness d e p e n d s on segregat ion of dut ies obv ious ly can be c i r cumven ted 
by co l lus ion. Similarly, p rocedures d e s i g n e d to assu re the execu t ion and 
recording of t ransact ions in acco rdance w i t h m a n a g e m e n t ' s author izat ions may 
be ineffect ive against e i ther errors or irregularit ies perpetrated by m a n a g e m e n t 
w i t h respect to t ransact ions or to the es t ima tes and j udgmen ts required in the 
preparat ion of f inancial s ta temen ts . In addit ion to the l imitat ions d i s c u s s e d 
above, any project ion of a current evaluat ion of internal account ing control to 
future per iods is subject to the risk that the p rocedures may b e c o m e inade-
quate b e c a u s e of changes in cond i t ions and that the deg ree of comp l i ance w i t h 
the p rocedures may deter iorate. 
1 For special considerations relating to electronic data processing systems, see Chapter 8 
of Davis, Auditing & EDP (New York: AICPA, 1968), which was prepared as a result of 
the efforts of a special Auditing EDP Task Force of Institute members. 
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Personnel 
.35 Reasonab le assu rance that the ob ject ives of account ing control are 
ach ieved d e p e n d s on the c o m p e t e n c e and integrity of pe rsonne l , the 
i ndependence of their ass igned funct ions, and their unders tand ing of the 
prescr ibed p rocedures . A l though t hese factors are important , their contr ibut ion 
is to provide an env i ronment conduc ive to account ing contro l rather than to 
provide assu rance that it necessar i l y wi l l be ach ieved . A c c o u n t i n g contro l 
p rocedures m a y be pe r f o rmed by personne l in any appropr iate organizat ional 
pos i t ion. In sma l le r organizat ions s u c h p rocedures may be pe r f o rmed by the 
owner -manager . In t hese c i r cums tances , however , s o m e of the l imitat ions 
d i s c u s s e d in paragraph .34 m a y be particularly appl icable. 
Segregation of Functions 
.36 Incompat ib le funct ions for accoun t ing contro l pu rposes are those that 
p lace any pe rson in a posi t ion both to perpetrate and to concea l errors or i rregu-
larities in the norma l cou rse of his dut ies. 1 A n y o n e w h o records t ransact ions 
or has a c c e s s to a s s e t s ordinari ly is in a posi t ion to perpetrate errors or i rregu-
larit ies. Accordingly , accoun t ing contro l necessar i l y d e p e n d s largely on the 
e l iminat ion of oppor tun i t ies for concea lmen t . For examp le , anyone w h o records 
d i s b u r s e m e n t s cou ld omi t the record ing of a check , e i ther unintent ional ly or 
intentionally. If the s a m e pe rson a lso reconc i les the bank account , the failure to 
record the c h e c k cou ld be concea led th rough an improper reconci l iat ion. Th is 
e x a m p l e i l lustrates the c o n c e p t that p rocedures d e s i g n e d to de tec t errors and 
irregularit ies shou ld be p e r f o r m e d by pe rsons o ther than t hose w h o are in a 
pos i t ion to perpetrate t h e m — i . e . , by pe rsons having no incompat ib le funct ions. 
P rocedu res p e r f o r m e d by s u c h pe rsons are desc r ibed hereinaf ter as be ing 
p e r f o r m e d independent ly. 
Execution of Transactions 
.37 Obta in ing reasonable assu rance that t ransact ions are e x e c u t e d as 
author ized requires independent ev i dence that author izat ions are i ssued by 
pe rsons act ing wi th in the s c o p e of their authori ty and that t ransact ions c o n f o r m 
w i t h the t e r m s of the author izat ions. T h e s e t e r m s may be e i ther explicit or 
implicit, the latter be ing in the f o rm of c o m p a n y pol ic ies or usual bus iness 
pract ices appl icable to the t ransact ions involved. In s o m e c a s e s the requi red 
ev idence is obta ined by independen t compa r i son of t ransact ion d o c u m e n t s 
w i th spec i f i c author izat ions. For examp le , receiv ing reports and vendors ' 
invo ices may be c o m p a r e d w i t h pu rchase orders in approv ing vouche rs for 
p a y m e n t s ; further, paid c h e c k s m a y be c o m p a r e d w i th approved vouchers , 
e i ther individually or col lectively, th rough reconci l iat ions and related p rocedures . 
In o ther c a s e s , s u c h c o m p a r i s o n s m a y be m a d e w i t h genera l author izat ions 
s u c h as genera l pr ice lists, credi t po l ic ies, or au tomat ic reorder points. S u c h 
1 l n this section "errors" refers to unintentional mistakes, and "irregularities" refers to 
intentional distortions of financial statements and to defalcations. 
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c o m p a r i s o n s m a y be m a d e manual ly o r by c o m p u t e r s . Reasonab le assu rance 
m a y s o m e t i m e s be obta ined by c o m p a r i s o n of recorded t ransact ions w i t h 
budge ts or s tandard cos ts , but the e f fec t i veness of this al ternat ive d e p e n d s on 
the extent to w h i c h variat ions are ident i f ied and invest igated. In s o m e c a s e s the 
only pract icable m e a n s for obta in ing reasonable assu rance is by per iodic 
surve i l lance of the personne l e n g a g e d in the execu t ion of t ransact ions. 
Recording of Transactions 
.38 T h e object ive of accoun t ing contro l w i th respec t to the recording of 
t ransact ions requires that they be recorded at the a m o u n t s and in the 
accoun t ing per iods in w h i c h they w e r e e x e c u t e d and be c lass i f ied in 
appropr iate accoun ts . For this pu rpose accoun t ing per iods refer to the per iods 
for w h i c h f inancial s ta temen ts are to be prepared. In the def ini t ion of 
accoun t ing contro l th is object ive is e x p r e s s e d in t e r m s of permi t t ing, rather 
than assur ing , the preparat ion of f inancial s t a temen ts in conformi ty w i t h 
general ly a c c e p t e d account ing pr incip les or any o ther appl icable criteria. Th is 
d is t inct ion recogn izes that, b e y o n d the n e c e s s a r y recording of t ransact ions, 
m a n a g e m e n t ' s j udgmen t is required in mak ing es t ima tes and o ther dec i s ions 
required in the preparat ion of s u c h s ta temen ts . 
.39 T h e possibi l i t ies for obta in ing assu rance that t ransact ions have b e e n 
proper ly recorded d e p e n d largely on the availability of s o m e independent sou rce 
of in format ion that wi l l provide an indicat ion that the t ransact ions have been 
e x e c u t e d . T h e s e possibi l i t ies vary w ide l y w i t h the nature of the bus i ness and 
the t ransact ions, as i l lustrated by the fo l lowing examp les . A t o n e ex t reme, 
compar i son of paid c h e c k s re turned by a bank w i t h the recorded d i s b u r s e m e n t s 
w o u l d reveal any unrecorded paid c h e c k s . Similarly, examinat ion of d o c u m e n t s 
suppor t ing recorded d i s b u r s e m e n t s w o u l d reveal t hose for w h i c h an 
accountabi l i ty for result ing a s s e t s shou ld be recorded concurrent ly. W h e r e 
sh ipp ing d o c u m e n t s are u s e d , c o m p a r i s o n of s u c h d o c u m e n t s w i th sa les 
records w o u l d reveal un recorded sa les . A m o r e indirect possibi l i ty w i t h respec t 
to sa les is to es t ima te the aggregate amoun t that shou ld be recorded by 
apply ing sa les pr ices or g r o s s profit rates to quant i t ies or c o s t s of inventory 
d i s p o s e d of dur ing a per iod. T h e deg ree of accuracy f rom s u c h es t ima tes 
d e p e n d s on the variability of the pr ic ing structure, the product mix, and o ther 
c i r c u m s t a n c e s ; in any event , however , s u c h es t ima tes ordinari ly w o u l d not 
prov ide spec i f ic identi f icat ion of any unrecorded sa les that m a y be indicated. 
A s s u r a n c e that co l lec t ions on rece ivab les are recorded rests primari ly on the 
cont ro ls exe rc i sed over the records of rece ivab les s ince t hese s h o w the 
aggregate accountabi l i ty for s u c h co l lec t ions. Accountab i l i ty for co l lec t ions of 
interest and d iv idends ordinari ly can be es tab l i shed readily f r om secur i t ies 
records and independent pub l i shed sou rces , wh i l e that for contr ibut ions f rom 
the genera l publ ic ordinari ly is m o r e difficult to estab l ish or es t imate . T h e 
fo rego ing e x a m p l e s are not in tended to be c o m p r e h e n s i v e in s c o p e nor 
exhaus t ive in t rea tment but on ly i l lustrative of the genera l nature of the 
c o n c e p t s and the variety of c i r c u m s t a n c e s involved in obtain ing assu rance that 
t ransact ions are proper ly recorded. 
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.40 Transact ions w i th ou ts ide part ies are necessar i l y recorded individually and 
shou ld be recorded as prompt ly as pract icable w h e n the recording is n e c e s s a r y 
to maintain accountabi l i ty for a s s e t s s u c h as c a s h , secur i t ies, and o thers that 
are suscep t ib le to loss f rom errors or irregularit ies. In this context , record ing 
refers to the initial record, d o c u m e n t , or copy ev idenc ing the t ransact ion and 
not to s u b s e q u e n t summar iza t ion . A s to s u c h summar iza t ion and as to the 
initial record ing of o ther t ransact ions, the t ime of recording w i th in the 
appropr iate accoun t ing per iod m a y be de te rm ined on the bas is of c o n v e n i e n c e 
and p rocess ing efficiency. 
.41 The forego ing t iming cons idera t ions apply a lso to the recording of internal 
t ransfers or use of asse ts or se rv i ces . However , s o m e t ransfers and cos t 
al locat ions n e e d not be recorded individually if the aggregate a m o u n t s can be 
de te rm ined satisfactori ly. For examp le , cos t of sa les may be de te rm ined by 
apply ing g ross profit rates to sa les , and mater ial usage may be de te rm ined by 
re fe rence to product ion repor ts and bills of mater ia l . 
Access to Assets 
.42 The object ive of sa feguard ing a s s e t s requires that a c c e s s to asse ts be 
l imited to author ized personne l . In this contex t , a c c e s s to a s s e t s inc ludes both 
direct physica l a c c e s s and indirect a c c e s s th rough the preparat ion or p rocess ing 
of d o c u m e n t s that author ize the use or d ispos i t ion of asse ts . A c c e s s to a s s e t s 
is required, of cou rse , in the norma l opera t ions of a bus iness and, therefore, 
l imit ing a c c e s s to author ized pe rsonne l is the m a x i m u m constraint that is 
feas ib le for accoun t ing contro l pu rposes in this respect . The n u m b e r and cal iber 
of pe rsonne l to w h o m a c c e s s is author ized shou ld be in f luenced by the nature 
of the a s s e t s and the related suscept ib i l i ty to loss through errors and 
irregularit ies. L imi tat ion of d i rect a c c e s s to a s s e t s requires appropr iate phys ica l 
segregat ion and protect ive e q u i p m e n t or dev ices . Limitat ion of indirect a c c e s s 
requires p rocedures s imi lar to t h o s e d i s c u s s e d in paragraph .36. 
Comparison of Recorded Accountability With Assets 
.43 The pu rpose of compar ing recorded accountabi l i ty w i t h a s s e t s is to 
de te rm ine w h e t h e r the actual a s s e t s agree w i t h the recorded accountabil i ty, 
and , consequent ly , it is c lose ly related to the forego ing d i scuss ion conce rn ing 
the record ing of t ransact ions. Typical e x a m p l e s of this compa r i son inc lude c a s h 
and secur i t ies coun ts , bank reconci l ia t ions, and physica l inventor ies. 
.44 If the compar i son reveals that the a s s e t s do not agree w i t h the recorded 
accountabil i ty, it prov ides ev idence of unrecorded or improper ly recorded 
t ransact ions. T h e conve rse , however , d o e s not necessar i l y fol low. For examp le , 
a g r e e m e n t of a cash coun t w i t h the recorded balance d o e s not provide 
ev idence that all c a s h rece ived has b e e n proper ly recorded. Th is i l lustrates an 
unavoidable dist inct ion b e t w e e n f iduciary and recorded accountabi l i ty : the 
f o rme r ar ises immedia te ly upon acquis i t ion of an asse t ; the latter ar ises only 
w h e n the initial record of the t ransact ion is prepared. 
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.45 A s to a s s e t s that are suscep t i b le to loss through errors or irregularit ies, the 
c o m p a r i s o n w i t h recorded accountabi l i ty shou ld be m a d e independent ly. 
.46 T h e f requency w i t h w h i c h s u c h compa r i son shou ld be m a d e for the 
pu rpose of sa feguard ing a s s e t s d e p e n d s on the nature and amoun t of the 
a s s e t s involved and the cos t of mak ing the compar i son . For examp le , it may be 
reasonable to coun t c a s h daily but not reasonab le to take a physical inventory at 
that interval. Howeve r , a daily inventory of p roducts in the cus tody of route 
s a l e s m e n , for examp le , m a y be pract icable as a m e a n s of de te rmin ing their 
accountabi l i ty for sa les . Similarly, t he va lue and vulnerabil i ty of s o m e products 
m a y m a k e f requent c o m p l e t e inventor ies wo r thwh i l e . 
.47 T h e f requency w i t h w h i c h the c o m p a r i s o n of recorded accountabi l i ty w i t h 
a s s e t s shou ld be m a d e for the pu rpose of ach iev ing reliability of the records for 
prepar ing f inancial s t a temen ts d e p e n d s on the material i ty of the asse ts and 
their suscept ib i l i ty to loss th rough errors or irregularit ies. 
.48 The act ion that m a y be appropr iate w i t h respec t to any d isc repanc ies 
revea led by the compa r i son of recorded accountabi l i ty w i t h a s s e t s wi l l d e p e n d 
primari ly on the nature of the asse t , the s y s t e m in use , and the amoun t and 
c a u s e of the d iscrepancy. Appropr ia te act ion m a y include ad jus tment of the 
accoun t ing records , fil ing of insurance c la ims, revis ion of p rocedures , or 
administ rat ive act ion to improve the pe r f o r manc e of pe rsonne l . 
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